1 . 



INTRODUCTION 



1.1 The 'Burdens on Business' report published in March* made 
proposals for reducing administrative burdens on companies 
arising from the requirements of company law. Among the most 
important of these proposals was that subject to further 
consultation and consideration by Ministers, the Government 

s hou 1 d 

(a) eliminate the present statutory audit of accounts for 
' sha r eh o l de r -ma naged ' small companies; and 

(b) reduce and simplify the content of accounts and balance 
sheets currently required from small companies. 

1.2 In addition, the Government are considering 

(c) whether all "small" companies should be exempted from the 
statutory audit; and 

(d) whether to take advantage of recent EEC legislation to 
increase the thresholds defining small and medium sized 
comp an i es . 

♦Burdens on Bus i ne s s ; Repo r t of a Scrutiny of Administrative and 
Legislative Req u i r erne n t s . An Interdepartmental Study publ ished 
by The Department of Trade and I ndus t r y . Ava i l ab 1 e from HMSO. 
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Any increase in the thresholds could be implemented by 
regulations under section 251 of the 1985 Companies Act 
but changes in the audit or accounts requirements would need 
p r ima ry legislation. 

1.3 This consultative document seeks views on all these 
proposals. It first summarises and explains the background to 
present Companies Act requirements relating to the accounts and 
audit of small companies. Then for each proposal it outlines 
arguments for and against a change in the status quo and basic 
options for change which might be considered by Ministers. 

1.4 The Department would welcome views on the relative weight 
to be given to the arguments for and against change and on the 
options listed. The list is by no means exhaustive, however, 
and consultees are very welcome to put forward alternative 
proposals of their own. 

1.5 Comments should be addressed to: 

Department of Trade and Industry 
Financial Services and Companies Division 
Room 513 Sanctuary Buildings 
16-20 Great Smith Street 
LONDON SvVIP 3DB 

and should reach the Department by 30 September. 
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2 . 



PRESENT REQU I REME NT S RELATING TO ACCOUNTS AND AUDIT 



2.1 Under company law as it stands, companies are required 

(i) to keep accounting records sufficient to show and 
explain the company's transactions; disclose with 
reasonable accuracy the financial position of the 
company at any time; and enable the directors to prepare 
an annual balance sheet and profit and loss account in 
accordance with the requirements of the Companies Acts; 

(ii) to have the annual accounts audited by an accountant 
qualified to accept appointment as an auditor for 
Companies Act purposes; and 

la y before the company in general meeting and file with 
the Registrar of Companies within a prescribed period, a 
copy of the balance sheet, auditors' report, profit and 
loss account and directors' report. 

2.2 These requirements apply to ail companies, large and 
small alike, save that under certain conditions small companies 
nna y claim ex emp t i o n f r om filing, though not fr om drawing up, 
profit and loss accounts and directors' reports. A company is 
deemed to be 'small' in a financial year if in that year two or 
more of the following conditions are satisfied: 
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( 1 ) turnover does not exceed £1.4 million 

Hi) its balance sheet total is not more than £700,000 

(iii) the average number of persons employed by the company in 
the year in question does not exceed 50. 

The Government is currently considering possible increases in 
the thresholds for turnover and balance sheet total; the scope 
for such increases is discussed in section 5 below. 

2.3 The detailed requirements on the form and content of 
accounts prescribed in the Acts derive in the main from the 
Fourth EC Directive on Company Law which was implemented in 
Great Britain by the Companies Act 1981 (Part I and Schedule I 
of that Act, now included in Part VII and Schedule 4 and 8 of 
the 1985 Act). The provision enabling small companies to file 
modified accounts also stems from the Fourth Directive though 
the Directive itself offers additional optional concessions to 
small companies in respect of accounts drawn up for 
shareholders which were not taken up in the 1981 Act. 
similarly, whilst the Directive lays down a general requirement 
for the accounts of limited companies to be audited, it allows 
member states to exempt small companies if they wish to do so. 
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THE STATUTORY AUDIT REQUIREMENT 



3 . 



Backqr ound 

3.1 The statutory audit requirement applies to all companies 
without exception. The option of exempting small companies in 
line with the Fourth Directive was considered in the Green 
Paper on Company Accounting and Disclosure (Cmnd 7654) 
published in September 1979 but in the light of the 

consul tat ionthe Government decided not to take advantage of 
i t . 

3.2 The primary purpose of the audit is to check that the 
accounts have been properly prepared and give a true and fair 
view of the company's position. It is intended to provide an 
assurance for both existing and potential shareholders and 
creditors that the accounts are not misleading and thus protect 
their interests. 



3.3 But the requirement imposes a real cost on business. As 
the law stands at present, companies have to employ a qualified 
accountant for audit purposes and the level of accountancy fees 
is a matter of concern to many small businesses. The 
Government considers, in the context of its wider review of 
administrative and legislative burdens on firms, that the time 
is ripe to review the case for reducing business costs in this 
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area. 



3.4 The ease for exemption rests on 4 main arguments : 

(a) the requirement is not essential to protect the interests 
of shareholders in "owner -managed" companies where 

all the shareholders are directors: they, by definition, 
should normally be in a position to get a view of the 
company's affairs without being required to commission an 
independent audit. Such companies, it is argued, should 
be free, subject to the approval of their members, to 
determine for themselves whether an audit is necessary in 
their particular circumstances. 

(b) Nor is the audit in practice of sufficient importance to 
creditors to justify its being mandatory for all small 
companies. The information it provides is, by definition; 
out of date and in any case often of limited practical use 
(see below) in assessing a company's credit- worthiness. 
Moreover, experience in the United States and other 
countries suggests that small companies would do bette. r if 
banks and other cash lenders were left to make their own 
conditions for extending credit and require their own 
independent audit where they considered it necessary; a 
statutory audit does not seem essential to protect them. 

(c) The value of the audit is in any case questionable. By 
and large, small companies do not have elaborate internal 
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accounting .systems and in practice the auditor necessarily 
has to take much of the information he is given on trust. 

(d) The cost of the audit is disproportionate to the benefits 
it provides. 

3.5 Other considerations pull in the opposite direction. In 

part icular: 

(a) most auditors of small companies consider that it is 
perfectly possible to carry out satisfactory audits in 
accordance with the prescribed standards and that small 
companies benefit as a result; 

(b) it is not clear how far removing the statutory requirement 
would reduce small companies' audit costs. If the 
consequence was that banks and other creditors required 
their own independent audits, companies might conceivably 
be worse rather than better off; 

(c) it is argued that the audit requirement is necessary, if 
the interests of trade creditors are to be adequately 
protected. Even if the information provided were more up 
to date, accounts which had not been audited or in some 
way confirmed by an independent source would be of limited 
value since there could be no reasonable assurance that 
they gave a true and fair view of the company's financial 
position; and 
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(d) shareholders.. should be entitled to full and reliable 

information about the position of their company. This 
applies particularly in the case of minority shareholders 
in family controlled companies where only a small 
proportion of the total equity is held by outside 
interests; and even in the case of own er managed fi rms , 
the audit requirement may serve to bring information about 
the company's financial position to the attention of 
members whose access to, or ability to evaluate, such 
information is limited. Any change in the present 
statutory requirement would reduce the protection 
available to such shareholders though clearly the cost of 
compliance is a factor which needs to be taken into 
account in determining the degree of protection it is 
reasonable for company law to provide. 

3.6 Another argument used to justify the retention of the 
statutory audit is that it provides a channel for the provision 
of general advice on financial management which small companies 
might not otherwise obtain. Weaknesses in financial skills - 
especially the planning, monitoring and controlling of finances 
within small firms - have often been cited for example by the 
DTI Small Firms Serv ice and others as being among the principal 
factors contributing towards small business failures. This 
was particularly highlighted in the report by Robson Rhodes on 
the operation of the Small Firms Loan Guarantee Scheme and 
evidence from receivers and accountants has indicated that a 
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high proportion, of insolvent businesses lack effective planning 



and management accounting procedures. While the Department is 
keen to ensure that small companies have access to and utilise 
professional advice on these ma tters, no direct evidence has 
been put forward that the statutory audit requirements are 
essential to improved financial management. We would 
therefore welcome the views of small businessmen and 
accountancy profession on this point. 



Options for Change 

3.7 Eliminating the statutory audit for small companies could 
be done in various ways. The main options, however, would 
seem to be: 

( a ) abolish the audit requirement for small companies all of 
whose members are directors ; perhaps subject to a 
requirement that the decision to dispense with an 
independent audit must be unanimous and subject to annual 
confirmation in general meeting; 

( b ) abolish the requirement for all small companies below a 
certain size, though not for all small companies as 
presently defi ned ; again subject to restrictions 
designed to protect the rights of minority shareholders; 
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(c) 



abolish the requirement for all small companies and 



leave it to members to decide the company's policy on 
aud i t i nq of accounts in the light of its particular 
circumstances ; companies would then be free to decide for 
themselves whether to commission an audit from a qualified 
accountant or to circulate and file their accounts 
unaudi ted. 

3.8 A possible variant in each case would be to follow 
practice in other countries, particularly the United States, 
and require an independent rev i ew of the accounts as opposed to 
an audit. This would obviously be less rigorous than the 
present audit but, depending on the precise report provided, 

it would give shareholders and creditors some assurance as to 
the value of the accounts. Costs should be correspondingly 
reduced but the person carrying out the review would still be 
expected to take the same degree of responsibility for the 
report provided as the auditor takes for the contents of the 
audit report. 

3.9 In considering these options, account should be taken of 
the potential implications for company directors once the 
Insolvency Bill becomes law. Under the Bill, directors can be 
made personally liable to make a contribution to the assets of 
the company if they are found to have been responsible for the 
company's wrongful trading. A director would be so responsible 
if he knew or ought to have concluded that there was no 
reasonable prospect of the company avoiding going into 
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insolvent liquidation and failed to take every step he ouqht to 
have taken with a view to minimising the potential loss to the 
company’s creditors. A director of an insolvent company may 
also be disqualified if his conduct as a director is judged to 
be such as to make him unfit to be involved in the management 
of a c amp any. 

3.10 Where a company wished to take advantage of the audit 
exemption it would be necessary to obtain a report to the 
effect that the company was entitled to take advantage of that 
dispensation. Where a company also wished to file modified 
accounts, the same report would suffice for that purpose. 
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4 FORM AND CONTENT OF ACCOUNTS 



Background 

4.1 The requirements on the form and content of 
accounts laid down in the 1981 Companies Act reflect 
the outcome of consultation on the derogations allowed 
by the Fourth Directive in the Green Paper 1 C omp any 
Accounting and Disclosure*. T wo opt ions we r e 
di scussed: 

(i) to take full advantage of the derogation and allow small 
companies to do no more than prepare and file a modified 
balance sheet with supporting notes; or 

(ii) to maintain the requirement that full accounts be 
circulated to shareholders but allow the publication of 
modified accounts. 

The Green Paper made clear that neither option would oblige 
companies to prepare two sets of accounts. The directors could 
file the accounts prepared for shareholders and might decide to 
draw up modified accounts for filing only where they considered 
it necessary to protect their privacy or c omp etitive position. 

4.2 Respondents to the Green Paper were divided over this 
issue with strong views expressed on both sides and this 
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division led the'Gover nme n t to c omp r om i s e with the provisions 
in the 1981 Act. These allow the directors of a "small" 
c omp any to claim exemption fr om filing a copy of their profit 
and loss account and directors’ reports 3 n d to lilt a 
modified rather than a full balance sheet, but the full 
accounts required by section 227 of the 1985 Act (section 1 of 
the 1976 Act) must still be prepared and circulated to 
shareho 1 der s . 

4.3 These requirements came into effect on 15 June 
1982 and so have been in force for nearly three years. 

During that time comments made to the Department have indicated 
that the requirement for full shareholders* accounts from very 
small companies, especially those owner -managed companies where 
the directors are the only shareholders, is regarded by some as 
both expensive and unnecessary. On the other hand it has 
been suggested that modified published accounts do not give 
sufficient information for consumers and creditors of the 
company to judge its position and that any further relaxation 
of the accounts requirements should be viewed with caution. 
Similarly, it is argued that if accounts were only available in 
modified form, shareholders interests would be adversely 
affected and that separate accounts might need to be drawn 
up for tax purposes or to meet the needs of major creditors 

such as banks. 
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The a r q ume n t s 



4.4 In considering whether there should be any further 
relaxation of the current requirement two questions need to be 
addressed:- 

(i) to which companies should it apply; where should the 
line be drawn? and 

(ii) how far should the relaxation go? 

Where should the line be drawn ? 

4.5 It, has been suggested that the case for change is 
strongest in relation to small companies which are 

owne r -manage d . Such companies may be particularly likely to 
want to take advantage of the facility to publish only modified 
accounts. However if they did this at present the directors 
would stili have to draw up a set of full accounts for the 
shareholders, that is, themselves. The argument about 
shareholders rights is clearly not so significant in these 
cases; indeed the directors of many shareho 1 de r -managed firms 
would argue that the effect of the present requirements is 
simply to burden them with the additional cost of producing 
information which they do not need. Against that it could be 
argued that much of the information would in any case be 
necessary in order to produce a modified set of accounts and 
for the effective financial management of the the company but 
all companies are required to keep accounting records and it is 
debatable whether it is necessary for the information to be put 
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together in the precise form at present required by c om p a n y 
law. Equally, it could be argued that any significant 
relaxation in the present rules could result in a general 
lowering of the standard of the financial records kept by these 
companies. Given the Robson Rhodes' evidence cited in 
paragraph 3.5, if this were the result, the effects could be 

s e r ious . 

4.6 These arguments for and against relaxation could be 
extended to all small companies but small companies as defined 
in company law (see para 2.2 above) cover a much wider group 
than that described above. Moreover, a new EC Council 
Directive adopted last November, allows for a revision of the 
current thresholds to the extent of an increase of 55% in 
balance sheet total and 60% for turnover. (See section 5 
below for full details). If this Directive were implemented in 
full, the number of small firms would increase considerably and 
stretch far beyond owner-managed firms. A proposal to allow 
all such companies to produce only modified accounts wou;d 
result in a considerable reduction of information available to 
shareholders. Shareholders' rights could be protected, 
however, by making implementation of the proposal subject to 
shareholders' approval in each case. This would serve to 
protect the interests of minority shareholders who could be 
especially vulnerable to loss of info rma t ion. 

4.7 A mid-way approach might be to allow a relaxation for 
some but not all small companies. This would increase the 
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relief to a wider range of companies while not being so 
radical as if it were applied to small companies as a whole, 
especially if they were defined by reference to the new 
thresholds. The case for requiring shareholder approval would 
still apply. Any such cut-off point, however, would be fairly 
arbitrary and views would be particularly welcome on the 
advisability of introducing yet another category of small 
company and the criteria on which it might be based. 

How far should the relaxation go? 

4.8 As mentioned earlier, the Directive allows member states 
to permit all small companies to prepare no more than a 
modified balance sheet and profit and loss account (as set out 
in Schedule 8 to the 1985 Companies Act) with abbreviated notes 
to the accounts and a directors' report. 



4.9 The object of relaxing the requirements would be to allow 
sma 1 1 c omp anies to prepare only one set of si mp lified accounts. 
This would suggest permitting the full relaxation in respect of 
accounts prepared which are sent to shareholders. If 
shareholders felt they needed more information, say a full 
balance sheet, they could exercise the right which they already 
ha ve , to demand i t . 
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Options for change 



4.10 The arguments set out above demonstrate that if there 
is to be a relaxation in the current requirements concerning 
the content of small company accounts it could be made 
available to various categories of small firms and to varying 
degrees. The main options appear to be as follows:- 



( 1 ) Small owner-managed companies to produce only modified 
accounts ; this would apply only to cases where ail the 
members of the company were directors and in such 
circumstances there would seem to be no need for formal 
approval by the shareholders. 

( i i ) All small companies to be permitted to produce only 
modified accounts; this could be made subject to 
shareholder approval (either unanimous or fixed at 
a level to protect minority interests) and would be 
subject to shareholders 1 right to demand more 
information. The category of all small companies would 
be dependent on decisions made on the proposal to 
increase the thresholds. 
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( i i i ) 



A sub-category of small companies, to be permitted to 



produce only modified accounts ; again subject to 
shareholders’ right to require full accounts or more 
info rma t ion. 

The considerations outlined in paragraph 3.9 would apply 
equally in this connection. 
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REVISION OF THE THRESHOLDS 



j ,1 While relevant to the main questions addressed in this 
paper the proposal to raise the thresholds for turnover and 
< a 1 a * l 0 sheet total wh ich are used in the Fourth Directive to 

define small and medium sized companies is a self-contained 
issue. 

Background 

5.2 Article 53 provides for the revision of balance sheet and 
turnover thresholds set in ECUs every five years. The first 
such revision took place last year and increases the two totals 
by 55% and 60% respectively. In translating the original ECU 
thresholds into national currency, Member States were required 
to use the exchange rate ruling on 25 July 1978, ie the date of 
adoption of the original Directive. The new Directive 
specifies that the exchange rates on 25 July 1983 must be used, 
in order to take account of currency movements over the last 
i i v e years. As wa s the case in 1978, Mem be r States may 
increase the figures by up to 10% in their national 
legislation. This was done wh en the thresholds we re first 
introduced in the 1981 Companies Act. Member States are not 
required to implement this increase and it is expected that 
some will not. 

j . 2 The table opposite gives details of the existing 
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thresholds and shows what they might become if full advantage 
were taken of the increases permitted. These final figures 
also allow for the 10% uplift, although the figures have been 
rounded for ease of reference. 

5.3 Comments are invited both on the desirability of raising 
the thresholds at all and on the extent of any increase. 
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